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Medicare: Payments to Physicians

Summary

Medicare law specifiesaformulafor calculating the annual update in payments
for physicians services. The formula resulted in an actual negative update in
payments per service for 2002. An additional reduction was slated to go into effect
in 2003, but was prevented by recent congressional action. Many Members were
concerned about reportsthat some doctors had stopped seeing new M edi care patients
in response to payment reductions.

Medicare payments for services of physicians and certain non-physician
practitionersare made on the basis of afee schedule. Thefeeschedule, inplacesince
1992, isintended to relate payments for a given service to the actual resources used
in providing that service. Payments under the fee schedule were estimated at $42.8
billion in 2002 (17% of total benefit payments). The fee schedule assigns relative
valuesto serviceswhich reflect physician work (i.e,, thetime, skill, and intensity it
takes to provide the service), practice expenses, and mal practice costs. Therelative
values are adjusted for geographic variationsin costs. The adjusted relative values
are then converted into a dollar payment amount by a conversion factor. The
conversion factor for 2001 was $38.2581. The conversion factor for 2002 dropped
5.4%10 $36.1992. Recent congressional action prevented an additional 4.4% cut on
March 1, 2003.

The law provides a specific formula for calculating the annual update to the
conversion factor. The intent of the formula is to place a restraint on overall
increases in spending for physicians' services. Severa factors enter into the
calculation of theformula. Theseinclude: (1) the Medicare economic index (MEI),
which measuresinflationintheinputsneeded to produce physicians services; (2) the
sustainable growth rate (SGR), which is essentially atarget for Medicare spending
growth for physicians’ services; and (3) an adjustment that modifies the update,
which would otherwise be alowed by the MEI, to bring spending in line with the
SGR target. The SGR target isnot alimit on expenditures. Rather, the fee schedule
updatereflectsthe successor failurein meeting thetarget. If expendituresexceedthe
target, the updatefor afuture year isreduced. Thisiswhat occurred for 2002. It was
also dlated to occur in 2003.

The Administration had stated that if it were allowed to go back and update the
data used in calculations of the formulafor previous years (which was not allowed
under prior law) the update for 2003 would be 1.6%. On February 20, 2003, the
President signed into law the Consolidated A ppropriations Resol ution of 2003 (P.L.
108-7). This law permitted redeterminations of the SGR for prior years. These
redeterminations were included in the final regulation published on February 28,
2003. That regulation also set the 2003 conversion factor at $36.7856, a 1.6%
increase over the 2002 level. P.L.108-7 did not, however, address the underlying
issues related to application of the formula for the annual payment update. It is
possible that the Congress may look at thisissue later this year as part of the overall
discussion on Medicare reform issues. This report will be updated to reflect any
legidative action.
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Medicare: Payments to Physicians

Introduction: Medicare Fee Schedule

Medicare is anationwide program which offers health insurance protection for
40 million aged and disabled persons. Currently, 86% of beneficiaries obtain
covered services through the “ original Medicare” program (also referred to as“ fee-
for-service Medicare”). Under this program, beneficiaries obtain services through
providers of their choice and Medicare makes payments for each service rendered
(i.e., feefor-service) or for each episode of care. Approximately 14% of
beneficiariesareenrolledin managed care organi zations under the M edicare+Choice
program. These entities assumetherisk for providing all covered servicesin return
for afixed monthly per capita payment.

Medicare law and regulations contain very detailed rules governing payments
to physicians and other providers under the fee-for-service system. Payments for
physicians services under fee-for-service Medicare are made on the basis of a fee
schedule. Thefee schedulealso appliesto servicesprovided by certain nonphysician
practitionerssuch asphysician assi stantsand nurse practitionersaswell asthelimited
number of Medicare-covered services provided by limited licensed practitioners
(chiropractors, podiatrists, and optometrists). Payments under the fee schedule are
estimated at $40.4 billion in 2001 and $42.8 billion in 2002 (over one-sixth of total
M edicare benefit payments).

Why Fee Schedule Was Enacted

The fee schedule, established by the Omnibus Budget Reconciliation Act of
1989 (OBRA 1989), went into effect January 1, 1992. The physician fee schedule
replaced the reasonabl e charge payment method which, with minor changes, had been
in place since the implementation of Medicarein 1966. Observers of the reasonable
charge system cited a number of concerns including the rapid rise in program
payments and the fact that payments frequently did not reflect the resources used.
They noted the wide variations in fees by geographic region; they also noted that
physicians in different specialties could receive different payments for the same
service. The reasonable charge system was also criticized for the fact that while a
high pricemight initially bejustified for anew procedure, pricesdid not decline over
time even when the procedure became part of the usual pattern of care. Further, it
was suggested that differential sbetween recognized chargesfor physiciansvisitsand
other primary care services versus those for procedural and other technical services
were in excess of those justified by the overall resources used.

! Congressional Budget Office. March 2002 Baseline.
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The fee schedule was intended to respond to these concerns by beginning to
relate payments for a given service to the actua resources used in providing that
service. Thedesign of thefee schedul e reflected many of the recommendationsmade
by the Physician Payment Review Commission (PPRC), a congressionally
established advisory body. The PPRC was replaced by the Medicare Payment
Advisory Commission (MedPAC) on September 30, 1997; it is responsible for
advising the Congress on the full range of Medicare payment issues.

Calculation of Fee Schedule

The fee schedule has three components. the relative value for the service; a
geographic adjustment, and a national dollar conversion factor.

Relative Value. The relative value for a service compares the relative
physician work involved in performing one service with the work involved in
providing other physicians' services. It also reflects average practice expenses and
malpractice expenses associated with the particular servicee Each of the
approximately 7,500 physician service codesisassigned itsown relative value. The
scale used to compare the value of one service with another isknown as aresource-
based relative value scale (RBRVS).

Therelative value for each service is the sum of three components:

e Physician work component, which measures physician time, skill,
and intensity in providing a service;

e Practice expense component, which measures average practice
expenses such as office rents and employee wages (which, for
certain services can vary depending on whether the service is
performed in afacility, such asan ambulatory surgical facility, orin
anon-facility setting); and

e Malpractice expense component, which reflects average insurance
costs.

Geographic Adjustment. Thegeographic adjustment isdesi gned to account
for variationsin the costs of practicing medicine. A separate geographic adjustment
is made for each of the three components of the relative value unit, namely awork
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adjustment, a practice expense adjustment, and a mal practice adjustment.? ® These
are added together to produce an indexed relative value unit for the service for the
locality. There are 92 service localities nationwide.

Conversion Factor. Theconversionfactor isadollar figurethat convertsthe
geographically adjusted relative value for a service into a dollar payment amount.
The conversion factor is updated each year.*

The 2001 conversionfactor was$38.2581. Thus, the payment for aservicewith
an adjusted relative value of 2.3 was $87.99.° Anesthesiologists are paid under a
separate fee schedule which uses base and time units; a separate conversion factor
($17.83in 2001) applies.

The 2002 conversion factor was $36.1992 ($16.60 for anesthesiology services).
The 2003 conversion factor is $36.7856 ($17.05 for anesthesiology services). The
new conversion factor is effective for services provided on or after March 1, 2003.
(See Calculation of Annual Update to the Fee Schedule section for a discussion of
the decrease from 2001 to 2002 and the increase from 2002 to 2003.)

Bonus Payments. The law specifies that physicians who provide covered
servicesin any rural or urban health professional shortage area (HPSA) are entitled
to an incentive payment. This is a 10% bonus over the amount which would
otherwise be paid under the fee schedule. The bonusisonly paid if the servicesare
actually provided in the HPSA, as designated under the Public Health Service Act.

2Thegeographic adjustmentsareindexesthat reflect cost differencesamong areascompared
to the national average in a“market basket” of goods. The work adjustment is based on a
sample of median hourly earnings of workers in six professional specialty occupation
categories. The practice expense adjustment is based on employee wages, office rents,
medical equipment and supplies, and other miscellaneous expenses. The malpractice
adjustment reflects mal practiceinsurance costs. Thelaw specifiesthat the practice expense
and mal practiceindicesreflect thefull relative differences. However, the work index must
reflect only one-quarter of the difference. Using only one-quarter of the difference
generally meansthat rural and small urban areas would receive higher payments and large
urban areas lower payments than if the full difference were used.

% For a detailed description of how the geographic adjustments are calculated, see the
Appendix.

“ Initially there was one conversion factor. By 1997, there were three factors: one for
surgical services; one for primary care services, and one for al other services. The
Balanced Budget Act of 1997 (BBA 97) provided for the use of asingle conversion factor
beginning in 1998.

® The law requires that changes to the relative value units under the fee schedule can not
cause expenditures to increase or decrease by more than $20 million from the amount of
expenditures that would have otherwise been made. This*“budget neutrality” requirement
isimplemented through an adjustment to the conversion factor
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Publication of Fee Schedule. Medicareisadministered by the Centersfor
Medicare and Medicaid Services (CMS).° Eachfall, CMS publishesin the Federal
Register the relative values and conversion factor that will apply for the following
calendar year. Updates to the geographic adjustment are published at |east every 3
years.

Thefee scheduleisgenerally published by November 1 and iseffective January
1. Due to some technical glitches, the 2003 fee schedule was not published until
December 31, 2002. It was slated to become effective March 1, 2003. On February
20, 2003 the President signed into law the Consolidated Appropriations Resolution
of 2003 (P.L.108-7). Thislaw provided for arecalculation of the formula used in
determining theannual payment update. On February 28, 2003, anew regulationwas
issued which contained anew update for 2003 and replaced the update provisions of
the December regulation. The other provisions in the December rule continue to
apply. All provisions are effective March 1, 2003.

Beneficiary Protections

Medicare pays 80% of the fee schedule amount for physicians' services after
beneficiaries have met the $100 annual Part B deductible. Beneficiaries are
responsiblefor the remaining 20%, known as coinsurance. A physician may choose
whether or not to accept assignment on aclaim.” In the case of an assigned claim,
Medicare pays the physician 80% of the approved amount. The physician can only
bill the beneficiary the 20% coinsurance plus any unmet deductible.

When aphysician agreesto accept assignment on all Medicareclaimsin agiven
year, the physician isreferred to as a participating physician. Physicians who do
not agree to accept assignment on all Medicare claimsin agiven year arereferred to
asnonparticipating physicians. It should be noted that the term “ nonparticipating
physician” does not mean that the physician doesn’'t deal with Medicare.
Nonparticipating physicians still treat Medicare patients and receive Medicare
payments for providing covered services.

There are a number of incentives for physicians to participate, chief of which
isthat the fee schedul e payment amount for nonparticipating physiciansisonly 95%
of the recognized amount for participating physicians, regardless of whether they
accept assignment for the particular service or not.

Nonparticipating physicians may charge beneficiaries more than the fee
schedule amount on nonassigned claims; these balance billing charges are subject
to certain limits. Thelimitis115% of the fee schedule amount for nonparticipating

® Prior to June 14, 2001, this agency was known as the Health Care Financing
Administration (HCFA).

" Nonphysician practitioners (such as nurse practitioners and physician assistants) paid
under the fee schedul e are required to accept assignment on all claims. These practitioners
aredifferent from limited licensed practitioners (such as podiatrists and chiropractors)who
have the option of whether or not to accept assignment.
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physicians (which isonly 9.25% higher than the amount recognized for participating
physiciansi.e., 115% x .95 = 1.0925). (See Table 1)

As of January 2002, 89.7% of physicians (and limited licensed practitioners)
billing Medicare were participating physicians. Close to 98% of Medicare claims
were assigned.®

Participation Agreements

Physicians who wish to become parti cipating physicians are generally required
to sign a participation agreement prior to January 1 of the year involved. The
agreement is automaticaly renewed each year unless the physician notifies the
Medicarecarrier (i.e., theentity processing claims) that he or shewishestoterminate
the agreement for the forthcoming year.

Dueto the delay in issuing the 2003 fee schedule, the participation enrollment
period for 2003 runs until April 14, 2003.

Submission of Claims

Physicians and practitioners are required to submit all claims for covered
servicesto Medicare carriers. These claims must be submitted within 1 year of the
service date. An exception is permitted if a beneficiary requests that the claim not
be submitted. Thissituationismost likely to occur when abeneficiary does not want
to disclose sensitiveinformation (for example, trestment for mental ilinessor AIDS).
In these cases, the physician may not bill more than the limiting charge. The
beneficiary isfully liablefor thebill. If the beneficiary subsequently requeststhat the
claim be submitted to Medicare, the physician must comply. Such exceptionsshould
occur in only avery limited number of cases.

A physician or practitioner may furnish aservicethat Medicaremay cover under
some circumstances but which the physician or practitioner anticipates would not be
covered in the particular case (for example, multiple nursing home visits). In this
case, the physician or practitioner should give the beneficiary an “ Advance
Beneficiary Notice” (ABN) that the service may not be covered. If the claim is
subsequently denied by Medicare, thereare no limitson what may be charged for the
service. If, however, the physician or practitioner does not give the beneficiary an
ABN, and the claim isdeni ed becausethe service doesnot meet coveragecriteria, the
physician cannot bill the patient. (See Table 2.)

& Department of Health and Human Services, Centersfor Medicare and Medicaid Services.
2001 Data Compendium. September 2001.
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Type of physician
and claim

Medicare pays

Beneficiary pays

Balance billing
charges

Participating physician
— Must take ALL claims
on assignment during the
calendar year. (Signsa
participation agreement)

80% of fee schedule
amount

20% of fee schedule
amount (plus any
unmet deductible)

None permitted

Nonparticipating
physician — May take or
not take assignment on a
claim-by-claim basis

(A) Takes assignment
onaclam

80% of fee schedule
amount (recognized

fee schedule amount
= 95% of recognized

20% of fee schedule
amount recognized

for nonparticipating
physicians (plus any

None permitted

amount for unmet deductible)
participating
physicians)
(B) Does not take 80% of fee schedule |(a@) 20% of fee Tota bill cannot

assignment onaclaim

amount (recognized
fee schedule amount
= 95% of recognized
amount for
participating
physicians)

schedule amount
recognized for
nonparticipating
physicians (plus any
unmet deductible);
plus (b) any balance
billing charges.

exceed 115% of
recognized fee
schedule amount
(actually 109.25% of
amount recognized
for participating
physicians, i.e., 115%
X 95%)

Table 2. Billing Provisions Applicable
to Claims Denied by Medicare

Claim submission

Billing limitson

toMedicare

Claim denied

denied claim

Claim submitted without
advance beneficiary notice
(ABN)

Physician submits claim
according to billing rules for
assigned or unassigned claims,
as appropriate.

(A) Denied becausethe serviceis
categorically not covered (e.g.,
hearing aids)

No limits on amounts physician
can charge.

(B) Denied because service does
not meet coverage criteria.

Physician cannot bill beneficiary
and must refund any amounts
beneficiary may have paid.*
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Claim submission Billing limitson
toMedicare Claim denied denied claim

Claim submitted with [(A)Deniedbecausetheserviceis|No limits on amounts physician
advance beneficiary notice|categorically not covered. (e.g., |can charge.

(ABN) hearing aids)
Physician submits claim
according to hilling rules for
assigned or unassigned claims,
as appropriate.

(B) Denied because servicedoes|No limits on amounts physician
not meet coverage criteria. can charge.

* |f Medicare pays under a“waiver of liability” because the physician had no reason to know claim
would not be paid, regular billing rules apply.

There is another condition under which physicians and practitioners do not
submit claims for services which would otherwise be covered by Medicare. This
occursif the physician or practitioner isunder aprivate contacting arrangement (See
discussion under Other Issues, below.) In this case, physicians are precluded from
billing Medicare or receiving any payment from Medicare for 2 years.

Refinements in Relative Value Units

Onaverage, thework component represents54.5% of aservice' srelativevalue,
the practice expense component represents 42.3%, and the mal practice component
represents 3.2%.° The law provides for refinements in relative value units,

The work relative value units incorporated in the initial fee schedule were
developed after extensive input from the physician community. Refinements in
existing values and establishment of values for new services have been included in
the annual fee schedule updates. Thisrefinement and update processisbased in part
onrecommendati ons made by the American Medical Association’ s Specialty Society
Relative Vaue Update Committee (RUC) which receives input from 100 specialty
societies. The law requires areview every 5 years. The 1997 fee schedule update
reflected the results of the first 5-year review. The 2002 fee schedule reflected the
results of the second 5-year review.

While the calculation of work relative value units has always been based on
resourcesused in providing aservice, thevaluesfor the practi ce expense components
and mal practice expense componentswereinitially based on historical charges. The
Socia Security Amendments of 1994 (P.L. 103-432) required the Secretary to
develop a methodology for a resource-based system for practice expenses which
would be implemented in 1998. Subsequently, the Secretary developed a system.
BBA 97 delayed itsimplementation. It provided for alimited adjustment in practice
expense values for certain servicesin 1998. It further provided for implementation

° Medicare Payment Advisory Commission. Report to the Congress. Medicare Payment
Policy. March 2001.
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of a new resource-based methodology to be phased-in beginning in 1999. The
system would be fully phased in by 2002. (See Other 1ssues section for adiscussion
of thisitem.)

BBA 97 dso directed HCFA (now CMS) to devel op and implement aresource-
based methodology for the mal practice expense component. HCFA developed the
methodol ogy based on mal practice premium data. Mal practice premiumswere used
because they represent actual expensesto physicians and are widely available. The
system was incorporated into the fee schedule beginning in 2000.

Calculation of Annual Update to the Fee Schedule

As noted, the conversion factor is a dollar figure that converts the
geographically adjusted relative value for a service into a dollar payment amount.
The conversion factor isthe samefor al services. It isupdated each year according
to a complicated formula specified in law. The intent of the formulaisto place a
restraint on overall spending for physicians' services. Several factors enter into the
calculation of the formula. These include: 1) the sustainable growth rate (SGR)
which is essentially a target for Medicare spending growth; 2) the Medicare
economic index (MEI) which measures inflation in the inputs needed to produce
physicians services, and 3) the update adjustment factor which modifiesthe update,
which would otherwise be alowed by the MEI, to bring spending in line with the
SGR target.

The SGR system was established because of the concern that the fee schedule
itself would not adequately constrain increasesin spending for physicians' services.
While the fee schedul e specifies alimit on payments per service, it does not placea
limit on the volume or mix of services. The use of SGR targetsisintended to serve
asarestraint on aggregate spending. The SGR targets are not limits on expenditures.
Rather the fee schedule update reflects the success or failure in meeting the target.
If expenditures exceed the target, the update for a future year is reduced. If
expenditures are less than the target, the update is increased.

This section provides an overview of how the update percentage is calcul ated,
showsthe calculation for 2002 and 2003, and discusses some of the issues raised by
the statutory formula.

General Rules

Theannual percentage update to the conversion factor, equals the MEI, subject
to an adjustment (known as the update adjustment factor) to match target spending
for physicians services under the SGR system.™®

Update Adjustment Factor. The update adjustment sets the conversion
factor at alevel so that projected spending for the year will meet allowed spending

1 During a transition period (2001-2005), an additional adjustment is made to achieve
budget neutrality. Theadjustmentis: -0.2% for thefirst 4 yearsand + 0.8% in thelast year.
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by theend of theyear. Allowed spending for the year is calculated using the SGR.
However, in no case can the update adjustment factor be lessthan minus 7% or more
than plus 3%.

The technical calculation of the adjustment factor has changed severa times.
Beginning in 2001, the update adjustment factor is the sum of: (1) the prior year
adjustment component, and (2) the cumul ative adjustment component. Theprior year
adjustment component is determined by: (1) computing the difference between
allowed expenditures for physicians’ services for the prior year and the amount of
actual expendituresfor that year; (2) dividing thisamount by the actual expenditures
for that year; and (3) multiplying that amount by 0.75. The cumulative adjustment
component is determined by: (1) computing the difference between allowed
expendituresfor physicians' servicesfrom April 1, 1996 through the end of the prior
year and the amount of actual expenditures during such period; (2) dividing that
difference by actual expenditures for the prior year as increased by the SGR for the
year for which the update adjustment factor isto be determined; and (3) multiplying
that amount by 0.33. Use of both the prior year adjustment component and the
cumulative adjustment component allows any deviation between cumulative actual
expendituresand cumulative allowed expendituresto be corrected over several years
rather than asingle year.

Sustainable Growth Rate. Thelaw specifiesaformulafor calculating the
SGR. It is based on changes in four factors: (1) estimated changes in fees; (2)
estimated change in the average number of Part B enrollees (excluding
MedicaretChoice beneficiaries); (3) estimated projected growth in real gross
domestic product (GDP) growth per capita; and (4) estimated changein expenditures
due to changesin law or regulations.

Calculation Periods; Revisions. Since the implementation of the fee
schedule in 1992, the update to the conversion factor has been linked to an
expenditure target mechanism. Initially thiswasthe Medicare VV olume Performance
Standard or MVPS. Beginning in 1999, the SGR mechanism has been used. The
calculations of both the SGR and the update adjustment factor were revised by the
Balanced Budget and Refinement Act of 1999 (BBRA 99).

Prior to BBRA, data for various measurement periods were used for the
calculation of the SGR and the update adjustment factor. BBRA provided that after
atransition period (which used both fiscal years (FY) and calendar years (CY)) all
calculations are to be made on a calendar year basis. The legidlation also provided
that any deviation between cumulative actual expenditures and cumulative allowed
expenditures are corrected over severa years rather than in a single year, thus
resulting in less year-to-year voldtility in the fee schedule update. Further, the law
provided for two updates to allowed expenditures and actual expendituresto reflect
morerecent data. Any revisionsthat result from the revision in the estimates would
be reflected in the adjustment factor for the following year.

By November 1 of each year, (using the best data available as of September 1),
CMSisrequiredto publishinthe Federal Register, the SGRsfor threetime periods.
These periodsare the upcoming year, the current year, and the preceding year. Thus
the SGR is estimated and revised twice, based on later data. There are no further
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revisionsto the SGR once it has been estimated and subsequently revised in each of
the2 yearsfollowingtheinitial estimates. For example, by November 1, 2001, CMS
was required to revise the SGRs for FY 2000 and CY 2000" and CY 2001 and to
establish the SGR for CY 2002 based on the best available data as of September 1,
2001. There can be no further revisions to the FY 2000 and CY 2000 data after this
time.

By November 1, 2002, CMS was to publish an estimate of the SGR for
CY 2003, arevision of the CY 2002 SGR estimated in 2001 and a revision of the
CY 2001 SGR first estimated 2 years earlier and revised 1 year earlier. Publication
of these amounts was first delayed until December 31, 2002. These amounts were
subsequently revised asaresult of the enactment of the Consolidated A ppropriations
Act of 2003 (P.L. 108-7) which allowed CMS to go back and use actual data to
determinethe SGRsfor FY 1998 and FY 1999 for the purposes of determining future
fee schedule updates. Two factors in the SGR cal culation accounted for the major
differences between estimated and actua datas These were fee-for-service
enrollment in Medicare (because fewer people than expected enrolled in managed
care) and changesin the real per capita growth in the GDP. Changing the FY 1998
and FY 1999 numbersto reflect actual data had the effect of increasing the SGR used
for the calculation of the 2003 update.

Calculation for 2002

Conversion Factor. OnNovember 1, 2001, CM Sannounced the conversion
factor update for 2002. The update was actually negative: -5.4% (compared to a
4.5%increasein 2001). Thus, theconversionfactor for 2002 ($36.1992) is5.4% less
than the conversion factor for 2001 ($38.2581). While a negative update had been
expected, the percentage reduction was somewhat larger than previously estimated.
CM S noted that theformulafor calculating the updateisspecifiedinlaw; it therefore
did not have leeway to modify the update.

As noted above, the update reflects the MEI plus an adjustment to reflect the
success or failure in meeting the SGR target. The update derived from these
calculations resulted in an update of: -4.8%. In addition, certain required budget
neutrality adjustments are made through adjustmentsto the conversionfactor. Thus,
the final update to the conversion factor is. -5.4%.

Update Adjustment. The MEI for 2002 was 2.6%. The update adjustment
factor (after applying the formula described above) was 0.93 (i.e., -7.0%). The
reduction would actually have been larger (based on the difference between allowed
spending and actual spending); however, the maximum reduction allowed under the
law is 7%. An additional statutory reduction (-0.2 %) applied in 2002. These three
items taken together resulted in the -4.8% update. (See Table 3)

1 As noted, the calculation of the update adjustment factor is based on a calculation of
allowed and actual expenditures. Allowed expenditures for the first 3 months of CY 2000
use the FY 2000 SGR; the remaining 9 months use the CY 2000 SGR. Calendar years are
used for all future calculation periods.
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Additional Adjustments. In addition to the update calculation, the law
requires that changesto relative value units can not cause expenditures to increase
or decrease more than $20 million from the amount of expenditures that would
otherwise have been made. CMS implements this requirement through a budget
neutrality adjustment to the conversionfactor. For 2002, two adjustmentswere made
to meet thisrequirement. Thefirst wasa0.46% reduction to account for theincrease
in the work relative values resulting from the 5-year review. The second was a
0.18% reduction to account for an anticipated increase in the volume and intensity
of services in response to the final year of the implementation of resource-based
practice expense relative value units.

Table 3. Calculation of the 2002 Conversion Factor

2001 Conversion factor $38.2581

Multiply by Update (product of: MEI plus 1 (1.026), update
adjustment factor (0.93), and additional statutory reduction (.998,
i.e., a0.2% reduction)) x 0.9523

Multiply by Budget Neutrality Adjustment for revision of relative
value units as a result of 5-year review (.9954, i.e, a 0.46%

reduction) x 0.9954
Multiply by Budget Neutrality Adjustment for Practice Expense

Transition (.9982, i.e., a0.18% reduction) x 0.9982
2002 Conversion factor $36.1992

Sustainable Growth Rate. The negative update adjustment factor for 2002
reflected the application of the SGR system. This system is designed to adjust for
how well actual expenditures meet SGR target expenditures. Three items had
particular importance for the 2002 calculation. First, is the fact that allowed
expenditures under the SGR system declined from earlier estimatesin part because
GDP growth waslower than anticipated. Second, claimsdatafor physiciansservices
in the first half of 2001 showed higher than expected spending over the period and
raised estimatesfor al of 2001. Third, certaintechnical errorsin the calculationsfor
previous years (which raised the updates in those years) further reduced the 2002
update. These factors taken together mean that the reduction in the update
adjustment factor, and by extension the conversion factor, were greater than
previously estimated.

Asrequired by law, the November 1, 2001 fee schedul eregulation contained the
initial estimate for the SGR for 2002 (5.6%), arevised estimatefor the SGR for 2001
(6.1%), and final estimates for the SGRs for FY 2000 (6.9%) and CY 2000 (7.3%).
Asnoted earlier, thelaw provided for two updatesto all owed expendituresand actual
expenditures to reflect more recent data. Any changes that result from the revision
in the estimates are reflected in the adjustment factor for the following year. Thus,
any changes for 2001 and 2002 are reflected in subsequent calculations.
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Calculation For 2003

Conversion Factor. As noted, the law requires the fee schedule for the
following year to be issued by November 1. However, due to technical
complications, publication of the 2003 fee schedul ewasfirst delayed until December
31, 2002 and revised on February 28, 2003 in response to the enactment of the
Consolidated Appropriations Resolution of 2003 (CAR). Asaresult of the delays,
the 2003 fee schedule is effective March 1, 2003. The December regulation would
have set the 2003 update at a negative 4.4%. Asaresult of the CAR provision, the
update for 2003 is 1.6%.

Update Adjustment. The MEI for 2003 is 3.0%. The update adjustment
factor (after applying the formuladescribed above) is0.989. An additional statutory
reduction (-0.2 %) appliesin 2003. Anadditional budget neutrality adjustment (-0.4)
is made to account for the increase in work relative values for anesthesia services
resulting from the 5-year review. (See Table 4)

Table 4. Calculation of the 2003 Conversion Factor

2002 Conversion factor $36.1992

Multiply by Update (product of: MEI plus 1 (1.030), update
adjustment factor (0.989), and additional statutory reduction (.998,

i.e., a0.2% reduction)) x 1.0166

Multiply by budget neutrality adjustment (- 0.4%) to account for

increase in anesthesiawork relative values x 0.9996

2003 Conversion factor $36.7856
Issues

The negative update for 2002 (as well as the possibility that the 2003 update
would also have been negative) raised concerns for many observers. There is
increasing concern that some physicians may be unwilling to accept new Medicare
patients. Asnoted, the negative updateisadirect result of the application of the SGR
system. Some observers have suggested that this system should be replaced.

Background on SGR. As noted earlier, the fee schedule was included in
OBRA 89 in order to respond to two mgor concerns with the then existing
reasonable charge payment methodology. First, observers noted that payments for
individual servicesunder the reasonabl e charge methodol ogy were not related to the
actual resources used. Second, they noted that overall Medicare payments for
physicians' serviceswererising at arapid pace. The fee schedule itself responded
to the first concern by beginning to relate payments for individual servicesto actual
resources used. However, a number of observers suggested that physicians could
potentially respond to the cutsin paymentsfor individual services by increasing the
overall volume of services. Asaresult, enactment of the fee schedule itself might
not slow the overall growth rate in expenditures.
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The Congress responded to this concern by establishing, in OBRA 89, an
expendituretarget mechanism known asthe M edicare V olume Performance Standard
(MVPS). Under the MVPS, an annual expenditure target for physicians' services
was established. The use of the target was intended to serve as a restraint on
aggregate M edicare spending for physicians' services. If expendituresfell below the
target in ayear, theincrease to the conversion factor in afuture year would belarger
than the MEI. Conversely, if expenditures were above the target in a year, the
increase to the conversion factor in a future year would be less than the MEI.

Several statutory changesto the MV PS and conversion factor calculation rules
were included in subsequent budget reconciliation bills. Subsequently, the PPRC,
among others, identified several methodological flaws with the revised MVPS
system. The MVPS was replaced in 1999 by the SGR, in part based on PPRC
recommendations. The SGR system is quite different from the MVPS. Under the
MVPS system, a new MVPS was calculated each year, and a conversion factor
update in ayear was based on the successin meeting thetarget inaprior period. The
key difference between the MV PS and the SGR system isthat the SGR system |ooks
at cumulative spending since April 1, 1996.

CMS states that the SGR system worked well for physicians for the first years
itwasin effect. For the period 1998-2001, the cumulativeincreasein the update was
15.9 % compared to amedical inflation increase of 9.3%." However, beginning in
2002, the trend reversed.

Current Concerns. MedPAC, which replaced the PPRC, has reported that
the SGR system continues to have methodological flaws. In 2001, it recommended
that:

... the Congress replace the SGR system with an annual update based on factors
influencing the unit costs of efficiently providing physician services. MedPac’'s
recommendation would correct three problems. First, although the SGR system
accountsfor changesininput prices, it failsto account for other factors affecting
the cost of providing physician services, such as scientific and technological
advancesand new federal regulations. Second, itisdifficult to set anappropriate
expendituretarget with the SGR system because spending for physician services
is influenced by many factors not explicitly addressed, including shifts of
services among settings and the diffusion of technology. The SGR system
attempts to sidestep this problem with an expenditure target based on growth in
real GDP, but such a target helps ensure that spending is affordable without
necessarily accounting for changes in beneficiaries’ needs for care. Third,
enforcing the expenditure target is problematic. An individual physician
reducing volume in response to incentives provided by the SGR system would
not receive a proportional increase in payments. Instead the increase would be
distributed among all physicians providing services to Medicare beneficiaries.

These problems with the SGR system can have serious consegquences. Updates
under the SGR system will nearly always lead to payments that diverge from
costs because actual spendingisunlikely to bethe sameasthetarget. Whenthis

12 Centers for Medicare and Medicaid Services (CMS). CMS Announces Physician Pay
Changes for 2002. Press Release, October 31, 2001.
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occurs, payments will either be too low, potentially jeopardizing beneficiary
access to care, or too high, making spending higher than necessary.*®

MedPAC’s March 2002 report specifically recommended repeal of the SGR
system. It recommended requiring the Secretary to update payments for physicians
services based on the estimated change in input prices for the coming year less an
adjustment for savingsattributabletoincreased productivity.(A so-called “ multifactor
productivity” factor would be used.) At the time, CBO estimated that making the
changes recommended by MedPAC would cost $126 billion over 10 years.*

Asnoted, therewas afurther problem with the SGR system. When CM Sissued
its December 2002 regulation, it stated that is was unable, under the then existing
law, to go back and revise previous estimates which were used in calculating the
SGR for previous years. Errorsin previous estimates meant that payment updatesin
some earlier years were higher than they should have been; in turn, this meant that
spending was higher in those years than it would otherwise have been. Higher
spending meant that updatesin future periodswere lessin order to keep spendingin
line with the SGR target. As noted, the CAR, enacted February 20, 2003, enabled
CMStorevise FY 1998 and FY 1999 numbers; thereby resulting in apositive, rather
than a negative, update for 2003. However, this legislation did not address the
underlyingissuesrelated to application of theformulafor theannual payment update.

Legislation in the 107" Congress

On June 28, 2002, the House passed the Medicare Modernization and
Prescription Drug Act of 2002 (H.R. 4954). This legislation included provisions
relating to physician payments. While the bill did not incorporate a long-term
modification to the sustainable growth rate system, it did modify the update
calculation for 3 years. It specified that the update for 2003 would be 2%. In
addition, the calculation for 2004 and 2005 would be modified, thereby making it
less likely that physician spending would reach levels that would trigger reductions
in the conversion factor. The legislation would have made the following changes:

e When calculating the update adjustment factor for 2004 and 2005,
actual 2002 spending data would be used as the measure of
allowable costs for 2002.

e Spending from January 1, 2002, rather than April 1, 1996 would be
used as the beginning date for calculating the base period for the
SGR calculation.

e The formula for calculating the sustainable growth rate would be
modified. For 2003, 2004, and 2005, 1 percentage point would be
added to the GDP factor.

3 Medicare Payment Advisory Commission. Medicare in Rural America. Report to
Congress, June 2001.

14 Congressional Budget Office. Medicare' s Payments to Physicians, statement by Dan L.
Crippen, before the House Committee on Ways and Means, Subcommittee on Health,
February 28, 2002.
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e A permanent changewould be madein the computation of the GDP,
beginning for 2002. The current factor which measures the 1-year
changefrom the preceding year would be replaced with a factor that
measures the annual average change over the preceding 10 years.

A similar provision was included in a measure (S. 3018) introduced by the
Chairman and Ranking Member of the Senate Finance Committee (Senators Baucus
and Grassley). The Committee did not hold a markup on the measure because
Members were unable to come to agreement on the scope of a Medicare bill.

At the end of the session there was an attempt in the House to just address the
physician payment issue. The House-passed H.R. 5063, the Armed Forces Tax
Fairness Act of 2002. This bill included a provision which would have protected
CMSfrom suitsif it made redeterminations of SGRsfor prior years. Thebill would
not have required such redeterminations. The Senate did not approvethisprovision.
However, thiswasthe approach subsequently includedinthe CAR, enacted February
20, 2003.

Despite the fact that most Members agreed that the physician payment issue
should be addressed, the 107" Congress did not take final action. Thiswas because
the Congress was unable to come to agreement on the scope of a Medicare bill.
Many Members, including Senators Grassley and Baucus, were unwilling to pass a
bill that addressed only physician payment issues without also increasing payments
for some other health care provider categories. Further, many Members expressed
reluctance to pass any “give-back” measure without enacting a drug benefit for
beneficiaries.

Legislation in the 108" Congress

On January 7, 2003, Congressman Thomas, Chairman of the House Ways and
Means Committee, introduced a measure (H.J.Res. 3) which would have
disapproved, under the Congressional Review Act, thefee schedul e update published
December 31, 2002. Under the Congressional Review Act, the Congressisgiven 60
daysto disapprovetheimplementation of amajor regulation. However, thisauthority
has been exercised only once during the 6 years it has been in effect. Use of the
authority under the Congressional Review Act would have had the effect of freezing
the rates at the 2002 level until a revised regulation was issued. However, some
observers, noted that H.J.Res. 3 would disapprovethe entire fee scheduleregulation,
not just the update. They suggested that this could nullify some positive changes
incorporated in the regulation.

The Senate addressed the issue by including a provision in its version of
H.J.Res. 2 (the CAR) which would have frozen physician payments at the 2002 |evel
through September 30, 2003. Asnoted earlier, the conference agreement of the CAR
included aprovisionwhich had the effect of increasing the conversion factor for 2003
by 1.6%. The President signed the bill into law on February 20, 2003, P.L. 108-7.
The provisions of the December rule not relating to the conversion factor continue

to apply.
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Other Issues

Access

Recently questions have been raised about beneficiaries continued access to
care. Pressreportsin many part of the country have documented many cases where
beneficiarieshave been unabl eto find aphysician because physiciansintheir areaare
refusing to accept new Medicare patients. The primary reason given was the 5.4%
cut in the conversion factor in 2002. A number of physicians are claiming that
program payments fall significantly short of expenses. Many observers contended
that the problem would grow worse if an additional cut in payments had been
allowed to go through in 2003.

Periodic analyses by PPRC, and subsequently MedPAC, as well as CMS
showed that access to physicians services generally remained good for most
beneficiariesthrough 1999." Detailed datais not available for a subsequent period;
however, several surveys have shown a decline in the percentage of physicians
accepting new Medicare patients. For example, asurvey by the Center for Studying
Health Systems Change reports that the percentage dropped from 72% to 68% from
1997 to 2001. Thesharpest decline occurred for surgical specialists, whiletherewas
a modest increase for medical specialists. The declines were also sharpest for
physicians with low Medicare revenues.’® Another survey by American Family of
Family Physiciansreported that the number of physiciansturning away new Medicare
patients had jumped 28% (from 17% to 21.7% of surveyed physicians) over the
figure recorded a year earlier.'’

Geographic Variation in Payments

Asnoted earlier, Medicare makes a geographic adjustment to each component
of the physician fee schedule.’® This adjustment is intended to reflect the actual
differences in the costs of providing services in various parts of the country.
Recently some observers, particularly those in states with lower than average
payment levels, have objected to the payment variation. In part, this may reflect the
concern with the overall reduction in payment rates from 2001 to 2002. 1t should be
noted that under current law any modificationsto the geographic adjustments would

15 1) Medicare Payment Advisory Commission. Medicare Beneficiaries Access to Quality
Health Care. Report to Congress. Medicare Payment Policy. March 2000; and 2)
Schoenman, Julie A., Kevin Hayes, and C. Michagl Cheng. Medicare Physician Payment
Changes: Impact on Physiciansand Beneficiaries, Health Affairs, v. 20, no.2, March/April
2001.

16 Center for Studying Health Systems Change. Testimony of Paul Ginsburg before the
House Committee on Ways and Means, Subcommittee on Health, February 28,2002.

17 [http://www.aafp.org], Number of Physicians Turning Away New Medicare Patients
Jumps 28%. Press Release, July 24, 2002; accessed August 13, 2002.

18 See the Appendix for a discussion of how these adjustments are cal cul ated.
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have to be budget neutral. Thus, if payments were increased for some areas, they
would have to be offset by payment reductions in other aress.

Some have also suggested that states with lower than average per capita
payments (excluding managed care payments) for all Medicare services are being
shortchanged. It should be noted that the data reflect a variety of factors, few of
which canbeeasily quantified. Theseincludevariationsin practice patterns, sizeand
agedistribution of the beneficiary popul ation, variationsin managed care penetration,
and the extent to which other federal programs (such as those operated by the
Department of Defense or Veterans Affairs) are paying for beneficiaries care.’

Practice Expenses

Background. Therelativevauefor aserviceisthe sum of three components:
physician work, practice expenses, and malpractice expenses. Practice expenses
include both direct costs (such as clinical personnel time and medical supplies used
to provide aspecific serviceto anindividual patient) and indirect costs (such asrent,
utilities, and business costs associated with maintaining aphysician practice). When
thefee schedulewasfirstimplementedin 1992, the cal cul ation of work relativevalue
unitswas based on resource costs. At thetime, there wasinsufficient information to
determine resource costs associated with practice expenses (and mal practice costs).
Therefore payment for these items continued to be based on historical charges.

A number of observers felt that the use of historical charges provided an
inaccurate measure of actual resources used. The Social Security Act Amendments
of 1994 (P.L. 103-432) required the Secretary of Health and Human Services to
develop a methodology for a resource-based system which would be implemented
in CY1998. HCFA developed a proposed methodology which was published as
proposed rule-making June 18, 1997. Under the proposal, expert panels would
estimate the actual direct costs (such as equipment and supplies) by procedure;
HCFA then assigned indirect expenses (such as office rent and supplies) to each
procedure. This*bottom up” methodology proved quite controversial. A number of
observers suggested that sufficient accurate data had not been collected. They aso
cited the potential large scae payment reductions that might result for some
physician specialties, particularly surgical specialties.

BBA 97. BBA 97 delayed implementation of the practice expense
methodology while a new methodology was developed and refined. BBA 97
provided that only interim payment adjustments to existing historical charge-based
practice expenses would be made in 1998. It established a process for the
development of new relative valuesfor practice expenses and provided that the new
resource-based system would be phased-in beginning in CY 1999. In 1999, 75% of
the payment would be based on the 1998 charge-based relative value unit and 25%
ontheresource-based relativevalue. In 2000, the percentageswould be 50% charge-
based and 50% resource-based. For 2001, the percentages would be 25% charge-

19 For afurther discussion of thisissue see CRS Congressional Distribution memorandum:
Geographic Variation in Medicare Fee-For-Service Spending, by Sibyl Tilson, April 9,
2002.
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based and 75% resource-based. Beginning in 2002, the values would be totally
resource-based.

New Practice Expense Relative Value Units. During 1998, HCFA
devel oped anew methodol ogy for determining relative valuesfor practice expenses.
This methodology, in use since the beginning of the phase-in process in 1999, has
been label ed the “top down” approach. For each medical specialty, HCFA estimates
aggregate spending for six categories of direct and indirect practice expenses using
the American Medical Association’s (AMA’s) Socioeconomic Monitoring System
(SMS) survey dataand Medicare claimsdata. Each of the direct expense totals (for
clinical labor, medica equipment, and medical supplies) are allocated to individual
procedures based on estimates from the specialty’s clinical practice expert panels
(CPEPs). Indirect costs (for office expenses, administrative labor, and other
expenses) are allocated to procedures based on a combination of the procedure's
work relative value units and the direct practice expense estimates. |1f the procedure
is performed by more than one speciaty, a weighted average is computed; this
averageis based on the frequency with which each specialty performs the procedure
on Medicare patients. Thefina step isabudget neutrality adjustment to assure that
aggregate Medicare expenses are no more or less than they would be if the system
had not been implemented.

Refinements. The “top down” approach was less controversial than the
original “bottom up” approach proposed in 1997. However, a number of groups
continued to express concerns, particularly with the perceived limitations in the
survey data. In 1999, the General Accounting Office (GAO) issued a report on
practice expenses; it had reviewed HCFA'’ s methodol ogy and concluded that it was
acceptablefor establishing practice expenserelative values. GAO noted that HCFA
used what were generally recognized as the best available data, namely the SMS
annual survey and CPEP data. However, it noted that several data limitations had
been identified and should be overcome.”

Supplemental Data. During the phase-in period, Congress and others
continued to evidence concern regarding the survey data being used. BBRA 99
required the Secretary to establish by regulation a process (including data collection
standards) for determining practice expense relative values. Under this process, the
Secretary would accept for use and woul d useto the maximum extent practi cable and
consistent with sound data practices, data collected or developed outside HHS.
These outside data would supplement data normally developed by HHS for
determining the practice expense component. The Secretary would first promulgate
the regulation on an interim basisin amanner that permitted submission and use of
outside datain the computation of relative value unitsfor 2001. The Secretary issued
an interim final rule on May 3, 2000, for criteria applicable to supplemental survey
data submitted by August 1, 2000; in addition a 60-day comment period was
provided on these criteria. The November 1, 2000 final fee schedule regulation for
2001 incorporated modifications to the criteria.

2 U.S. GAO. Medicare Physician Payments: Need to Refine Practice Expenses During
Transition and Long Term. Report to Congressional Committees. GAO/HEHS-99-30,
February 1999.
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In the November 1, 1999, final fee schedule regulation for 2000, HCFA
accepted supplemental survey data from thoracic surgeons and in the November 1,
2000, final rulefor 2001 accepted supplemental survey datafrom vascular surgeons.
Three organi zations submitted supplemental survey datafor consideration for usein
2002. However, in the November 1, 2001, final rule for 2002, CM S decided not to
use the data because none of the surveys met all of its stated criteria® Thefinal rule
issued December 31, 2002 for 2003 accepted supplemental survey datafrom physical
therapists.

Other Activities. CMS is continuing its refinement of practice expense
relativevalueunits. Assistinginthisprocessisamultispecialty subcommittee of the
AMA’s RUC. This subcommittee, the Practice Expense Advisory Committee
(PEAC), isreviewing CPEPclinical staff, equipment, and supply datafor physicians
services. It makes recommendations to CMS based on this review. CMS has
implemented most of the refinements recommended by the RUC and PEAC.

Legislation; GAO Studies. The Medicare, Medicaid, and SCHIP Benefits
Improvement Act of 2000 (BIPA 2000) required GAO to conduct a study on
refinements to practice expense relative value units during the transition to the full
resource-based system in 2002. The study was to examine how the Secretary
accepted and used practice expense data developed outside HHS (as required by
BBRA 99). Thereport was aso to include recommendationson: (1) improvements
in the process for acceptance and use of outside data; (2) any change that is
appropriate to ensure full access to a spectrum of care for beneficiaries; and (3) the
appropriateness of paymentsfor physicians. In a separate report, the Secretary was
required to report on specialist servicesfurnished in physicians' officesand hospital
outpatient departments; the study was to assess whether resource-based practice
expenses create an incentive to furnish services in physicians' offices rather than
hospital outpatient departments. Both reports were due July 1, 2001. As of this
writing these studies have not been issued, though GA O hasreleased related studies
on oncology payments. (See below)

Payments for Oncology Services

Background. The level of payments for practice expenses has become a
major issue for oncologists who frequently administer chemotherapy drugsin their
offices. Ingeneral, Medicare doesnot cover outpatient prescription drugs. However,
certain categories of outpatient drugs are covered. Included are drugs which cannot
be self-administered and which are provided asincident to aphysician’ sservice, such
as chemotherapy.? A number of recent reports, including those by the HHS Office

21U.S. DHHS. Centersfor Medicareand Medicaid Services. MedicareProgram; Revisions
to Payment Palicies and Five-Year Review of and Adjustmentsto the Relative Value Units
Under the Physician Fee Schedule for Calendar Year 2002. Final rule. Federal Register,
V. 66, no. 212, November 1, 2001.

22 Medicare also covers certain oral cancer drugs. Covered drugs are those that have the
same activeingredients and are used for the same indications as chemotherapy drugswhich
would be covered if they were not self-administered and were administered as incident to

(continued...)
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of Inspector General and the Department of Justice (DOJ) have found that
Medicare's payments for some of these drugs are substantialy in excess of
physicians and other providers' costsof acquiringthem. However, oncol ogistshave
stated that the overpayments on the drug side are being used to offset underpayments
for practice expenses associated with administration of the chemotherapy drugs.

M edi care payment for drugs equal s 95% of the average whol esale price (AWP).
AWPs are“list prices’ set by drug manufacturers.® The Inspector General and the
DOJ found that AWPs are often substantially in excess of actual acquisition costs.
In response, HCFA issued amemorandum in September 2000 authorizing the use of
prices obtained by the DOJto set Medicare paymentsfor certain categories of drugs.
The memorandum included pricing information for oncology drugs, but stated that
the information was not to be used to set payments them. However, oncologists
continued to voice concerns. HCFA withdrew the policy in November 2000.
Further, BIPA 2000 prohibited the Secretary from implementing any payment
reduction for drugs until GAO prepared and the Secretary reviewed a report on
revised payment methodologies for drugs. (See below)

Required GAO Reports. BBRA 99 required GAO to conduct astudy onthe
resourcesrequired to provide safe and effective outpatient cancer therapy. In making
the determination, the GAO was required to determine the adequacy of: (1) practice
expenserel ative val ue units associated with the utilization of such clinical resources,
and (2) work units which are used in the practice expense formula.

BIPA 2000 required GAO to prepare another report, to be coordinated with the
report required by BBRA 99. The report required by BIPA 2000 was to include
recommendations on revised payment methodologies for drugs. The report could
include: (1) proposal sto make adjustmentsto the practi ce expense component for the
costs incurred in the administration, handling, or storage of certain categories of
drugs, and (2) proposals for new payments to providers or suppliers for such costs,
if appropriate.

On September 21, 2001, GAO issued areport on Medicare drug payments. The
report again noted that physicians are generally able to obtain Medicare-covered
drugs at prices significantly below current Medicare payments.

... For most physician-administered drugs, the average discount from AWP
ranged from 13 to 34%... Our survey of physicianswho billed Medicarefor low
volumes of drugsused in cancer treatment indicated they received discountsthat
were aslarge or larger than widely available discounts for 11 of the 16 products
for which they were able to produce price information. Physicians are
reimbursed under the physician fee schedule for the costs of administering
chemotherapy drugs, which account for most of Medicare’'s drug spending.
HCFA deviated from the basic methodology for determining practice expense
payments for certain services, including chemotherapy administration by

22 (,.continued)
aphysician’s professional service.

2 For adiscussion of AWP, see: CRS Report RL 31419, Medicare: Payments for Covered
Prescription Drugs, by Jennifer O’ Sullivan.
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nonphysicians, which reduced Medicare’ s practice expense payment for most
chemotherapy administration services. However, even with this aternative
methodology, oncologists’ average practice expense payments in 2001 are 8%
higher than what they would have been had charge-based payments continued.?*

In October 2001, GAO issued its report on practice expense payments for
oncologists. This report again cited the 8% higher payments and expanded on the
information provided in the September report.

... Oncology’ s practice expense payments compared to their estimated practice
expenses are about the same as the average for al physicians. Oncology
representatives continue to have concerns that the data HCFA used and the
adjustments it made result in their practice expenses, and consequently their
payments, being understated. For example, HCFA appropriately reduced
oncology’s reported supply expenses to exclude the costs of drugs, which are
paid for separately, before calculating practice expense payments. However,
HCFA based its reduction on average physician supply expenses rather than on
oncology’s supply expenses. An adjustment based on oncology-specific
information may result in higher paymentsto oncologists. Addressing other data
and methodol ogical issuesraised by oncol ogistswould have an uncertainimpact
on oncologists' payments under the fee schedule ...

Asnoted above, CM S has established a methodol ogy for determining practice
expenses across speciaties. Some observers felt that this methodology resulted in
low payments for certain services (such as many chemotherapy administration
services) which do not have direct physician involvement. In response, CMS
developed an alternative methodology for determining these costs. Contrary to
expectations, the alternative method resulted in reduced payments for some of these
nonphysician services; at the same time payments for services with direct physician
involvement increased.

The GAO recommended that CM Sexaminethe effect, acrossall specialtiesand
classes of services, of the adjustments made to the basic methodology. It further
recommended that it improve the alocation of indirect expenses acrossall services.
In addition, it recommended using t